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OPEC Extended Production Cuts: Why Prices Fell
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OPEC’s Goal: Keep a Floor Under Oil Prices Without Helping Competition Too Much
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Oil traders Began Unwinding Long Positions in February

Net Long Futures Postions Have Fallen 17% Since Mid-April 2017 The Term Structure of Futures Contracts Changed After OPEC Production Cuts
400 & 25% Since March 2017
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Reasons for Lower Qil Prices
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Reasons for Lower Qil Prices

US imports of OPEC crude
(source: ClipperData / Descartes Datamyne)
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(source: ClipperData)
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U.S. Production Concerns Are Real
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Comparative Inventory Indicates S45/Barrel Price for Brent and WTI
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Inventory Data and Forecasts Suggest Increasing Stocks in 2018 for OECD
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Capital Markets & Central Bank Policies Will Keep Production Strong & Prices Low

MacquarieorecastsBrentPricesBelow®60Through2Q2019
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Major Price Spike Sometime in the Next 5 Years

0Oil Discoveries Lowest Since 1947 Oil & Gas Company Return on Capital Employed
Explorers slash spending after price collapse 24 %
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Oil Markets in Early Recovery From QOil Price Collapse:

Energy = Economy

Current $51 Oil Price > 40% Higher Than Jan 1986 - Dec 2004
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U.S. Debt and Tight Oil

Unconventional Oil Accounts For 63% of U.S. Production

U.S. Public and Consumer Debt & Interest Rates
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July 1, 2014 WTI Term Structure
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July 1, 2014 WTI TERM STRUCTURE

' Back in 2014, the WTI term structure was in steep backwardation, meaning later
' delivery contracts traded at a considerable DISCOUNT to front-month/spot prices. The
X axis shows various delivery contract months, and the Y axis shows the price of each

\ contract on July 1, 2014.
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This was great for Saudi Arabia/OPEC, but terrible for U.S. Shale drillers, because the
Saudis got top dollar for their oil exports, while the shale drillers had to hedge their
forward production by selling their future oil production for a 15%+ discount below
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February 11, 2016 WTI Term Structure
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" FEBRUARY 11, 2016 WTI TERM STRUCTURE

By the time front-month WTI crude prices bottomed at $26 on Feb. 11, 2016, the term structure had
shifted into steep contango, meaning later delivery months traded at a PREMIUM to the front-
month.

This was bad for U.S. shale drillers whose cost of production was well above $26. But it wasn't
quite as bad as it sounded, because they could still hedge 2 years forward above $40.

This term structure was a disaster for Saudi Arabia, because they were only being paid $26 for their
oil, but the U.S. shale industry (who most people believe the Saudis were trying to injure) could still
hedge forward production above $40. And by 2016, shale production costs had come down
enough that Permian Basin shale plays in particular could be profitable at the $40 hedge price.
Shale drillers kept on drilling, much to Saudi Arabia's dismay!

This term structure also meant that the "$26 buying opportunity of a lifetime™ for speculative
investors wasn't really as opportune as it sounded. Peak Cheap Oil investors with a long time
horizon would have been interested in 2020 and later WTI futures, which never traded below $45
and only very briefly traded below $52, i.e. double the $26 "buying opportunity of a lifetime". So
buying the 2020 and later futures on the day the front-month bottomed at $26 wouldn't have
produced all that impressive of a return because $50 wasn't really all that low a buy-in price.

Buying the front month and rolling it forward every month wouldn’t have produced a markedly

better return because the roll-forward expense each month was considerable due to persistent
contango at the front of the curve being driven by high inventory storage levels.
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May 24, 2017 WTI Term Structure
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MAY 24, 2017 WTI TERM STRUCTURE

Now the market projects tightening supply later in 2017 (meaning higher prices to be
paid to Saudi Arabia for their exports in the near future, but considerable
backwardation thru 2018 and 2019 is making it much harder for U.S. shale drillers to ’ g
hedge their forward production, because they must do so at a discount to current

front-month/spot prices.

This is not a coincidence! OPEC is consciously and intentionally engineering this term

structure shape through their messaging. The 9-month production cut rhetoric keeps
near contract prices high (more money for Saudi exports), while at the same time talk

about a return to aggressive competition for market share after the 9 months expires

is depressing long-dated futures, creating backwardation exactly where OPEC wants it,
and where it hurts U.S. shale drillers most, i.e. centered about 2 years out where shale &
drillers must hedge their forward production.

54.00

Look for OPEC to change its story over time as necessary to maintain this shape of
term structure, keeping the center of depressed prices right around 2 years out, /
exactly where it injures U.S. shale operators the most. This is no accident, and is not

happening by coincidence. This is term structure engineering Saudi Arabian style! Fs
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December 2020 Delivery Contract

December 2020 Delivery Contract (Single-month)

When front-month futures were Front_month prices have almost
trading at $26 on Feb. 11, 2016, the DOUBLED since then, yet Dec'20 is only
Dec '20 contract never traded below trading a few $ above the prior low.

$46. (Note that the lower print of

$44.05 in January was a liquidity More to the point, Saudi Arabia is
anomaly and only a few contracts Working hard to pUSh this price LOWER.
traded below $46) Buying opportunity coming!
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